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One of the requirements that a business entity 
must meet to constitute a qualified active low income 
community business (QALICB) under Section 45D of 
the Internal Revenue Code (IRC) is that “less than 5 per-
cent of the average of the aggregate unadjusted bases of 
the property of such entity is attributable to nonquali-
fied financial property.” The term nonqualified financial 
property is defined generally as “debt, stock, partnership 
interests, options, futures contracts, forward contracts, 
warrants, notional principal contracts, annuities, and 
other similar property ....”  

However, certain financial assets are deemed not 
to constitute nonqualified financial property, including 

“reasonable amounts of working capital held in cash, cash 
equivalents, or debt instruments with a term of 18 months 
or less.”  In many new markets tax credit (NMTC) trans-
actions, a prospective qualified business will intend to 
establish, or be required to establish, reserves for various 
purposes. Such reserves will be held in bank accounts 
(which represent a debt of the bank to the business) or 
an investment account of some kind, which would place 
them within the general definition of nonqualified finan-
cial property.

In any case in which such reserves could exceed 
5 percent of the assets of the qualified business (on a 
cost basis), the parties and their counsel need to address 
whether the reserves will constitute reasonable working 
capital or, instead, nonqualified financial property. The 
status of the business as a QALICB, and thus the quali-
fication of the transaction for NMTCs, depends on the 
answer to this question.

Unfortunately, the term working capital is not 
defined, either in Section 45D or elsewhere in the IRC or 

Treasury regulations. With so little direct authority to go 
on, one must look to the history of the NMTC statute, the 
apparent purpose of the restriction on nonqualified finan-
cial property, and other definitions of working capital. 

There is very little legislative history on Section 
45D.  In testimony before a House Subcommittee on 
March 21, 2000, a Treasury Department official stated 
that a goal of the NMTC program would be “spurring the 
creation of higher quality jobs,” and further observed that 
community development entities would invest in busi-
nesses “likely to produce the greatest social and financial 
return.” However, by itself, this provides little insight 
into the questions at hand.

Section 45D was patterned closely after the Enter-
prise Zone (EZ) statute (Sections 1397A, B, and C of the 
IRC), which provides tax incentives (in the form of accel-
erated depreciation and non-recognition of certain gains) 
for investing in certain businesses located in designated 
enterprise zones (EZ businesses). The two statutes con-
tain very similar criteria for what businesses may qualify, 
including identical provisions regarding nonqualified 
financial property and working capital.

The House Budget Committee Report, dated 
May 25, 1993 on the EZ statute, indicated that “special 
attention should be given to the problems of distressed 
urban and rural areas… [including] through expanded 
business and employment opportunities,” and in Senate 
Subcommittee hearings on June 18, 1993, a Treasury offi-
cial testified that capital investment tax incentives were to 
be available only to “enterprise zone business[es],” which 
is “designed to target the capital incentives to businesses 
that are likely to have a significant impact in the zone.”
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From this history and the similarities between the two statutes, 
one can conclude that, like the EZ statute, the primary goal of Section 
45D was to provide incentives to invest in businesses in certain targeted 
areas (in this case low-income communities) in ways that contribute to 
the growth of businesses and/or increased employment in those commu-
nities. Conversely, both the EZ and NMTC statutes, in addition to placing 
limitations on nonqualified financial property, also contain limitations on 
collectibles, developing or holding intangibles for sale or license, and in 
the NMTC context, vacant land.

Thus, the restrictions on nonqualified financial property may be 
viewed as part of an overall design to encourage investment in produc-
tive assets, such as buildings and equipment, that contribute directly to 
growth and employment in particular locations, and not investments that 
are passive or intangible in nature. This is underscored by the very low 
permitted threshold (5 percent) for nonqualified financial property and 
collectibles.

On the other hand, each statute reflects an understanding that 
active businesses require reasonable working capital to operate and grow. 
As noted above, however, working capital is not defined. Because it is an 
accounting concept, it is logical to look at how this term is defined for 
accounting purposes.  

Chapter 3 of Accounting Research Bulletin 43 issued by the 
American Institute of Certified Public Accountants (ARB 43) provides 
that working capital is “the excess of current assets over current liabili-
ties and identifies the relatively liquid portion of total enterprise capital 
which constitutes a margin or buffer for meeting obligations within the 
ordinary operating cycle of the business.” Generally, this represents capi-
tal that is available for use in the business and not restricted for use in 
non-current operations.

ARB 43 then defines the current assets and current liabilities that 
determine working capital. “Current assets is used to designate cash 
and other assets or resources commonly identified as those which are 
reasonably expected to be realized in cash or sold or consumed during 
the normal operating cycle of the business.” Current assets include “such 
resources as (a) cash available for current operations and items which 
are the equivalent of cash; … (d) receivables … if collectible in the ordi-
nary course of business within a year; … and (f) marketable securities 
representing the investment of cash available for current operations….” 
However, current assets exclude such resources as “cash and claims to 
cash which are restricted as to withdrawal or use for other than current 
operations . . . or are segregated for the liquidation of long-term debts.”
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Under ARB 43, the term current liabilities is “used principally to 
designate obligations whose liquidation is reasonably expected to require 
the use of existing resources properly classifiable as current assets .... The 
term is intended to “include... debts which arise from operations directly 
related to the operating cycle” and “other liabilities whose regular and 
ordinary liquidation is expected to occur within a relatively short period 
of time, usually twelve months…”  Current liabilities do not include 

“debts to be liquidated by funds which have been accumulated in accounts 
of a type not properly classified as current assets”.

Both the apparent purpose of the restrictions on nonqualified 
financial property, and the accounting definitions relating to working 
capital, lead to the same principle in assessing whether or not particular 
kinds of reserves constitute working capital. Those reserves that are avail-
able for use in the current operations of the business should constitute 
working capital, while those that are not so available run the risk of being 
deemed nonqualified financial property.  

For example, reserves to cover potential shortfalls in debt service 
or operating expenses, as well as reserves for normal or periodic mainte-
nance and repairs, should be deemed working capital. These would be 
consistent with the apparent purpose of the working capital exclusion 

— allowing businesses to retain adequate capital to fund their operations 
— and they fit well within the definitions of current assets and current 
liabilities used to define working capital for accounting purposes.

However, reserves that are not permitted to be used in the cur-
rent operations of the business could be regarded as the kind of financial 
assets that the nonqualified financial property limitation was intended 
to capture, namely, investments that are passive or intangible in nature 
that would not be contributing directly to the growth of the business in 
the low-income community or helping to increase employment there. 
Also, under ARB 43, current assets expressly excludes “cash and claims to 
cash which are restricted as to withdrawal or use for other than current 
operations,” and therefore reserves that are so restricted would not be 
counted in determining the working capital of the business for account-
ing purposes.  

NMTC transactions and the reserves involved vary considerably, 
so a determination of whether particular reserves will be deemed work-
ing capital or not must take into account the facts involved in each case. 
The policies behind the NMTC statute and even the technical accounting 
definitions allow considerable latitude for interpretation. But the discus-
sion above should at least provide a useful framework for analyzing this 
issue.

Finally, only “reasonable” working capital is excluded from non-
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qualified financial property. Therefore, even in situations where the business is able to use the funds in its opera-
tions, it may not accumulate or hold amounts that exceed what is reasonably needed for that purpose.  

Where there are reserves that if treated as nonqualified financial property would exceed the 5 percent 
limit, the parties face a difficult question regarding whether the entire amount of the reserve is reasonable work-
ing capital and, if not, where to draw the line. This is a factual question dependent upon the circumstances of the 
transaction. If the reserves are tied to specific needs in amounts that are known or can reasonably be predicted, 
or if there are established industry norms for such reserves, then this can provide a basis for determining that the 
reserve amounts are reasonable. Absent such factors, however, it would be prudent to structure the transaction 
in a manner that keeps the reserve amounts under the 5 percent limit.

Scott Lindquist is a partner in the Chicago office of Sonnenchein Nath & Rosenthal LLP. A substantial portion of 
his practice is devoted to representation of a wide variety of clients in the new markets tax credit area. Jonathan Kaden is a 
partner in the Chicago office of Sonnenschein Nath & Rosenthal LLP.  He regularly represents investors, CDEs and lenders 
in connection with new markets tax credit transactions.

This article first appeared in the October 2007 issue of Novogradac & Company's NMTC Monthly Report and is reproduced here with 
the permission of Novogradac & Company LLP. 
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